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2Abstract
Nationalpolicyregardingpar allelimportationdetermineswhetherpricesforagood
protectedbyintellectua lpropertyrightsareset inasegmentednationalmarketorinalarger
internationalmarket. Theinnovativepharmaceuticalindustryhasacoststructurewhichdepends
onpaten tsandotherintellectualpropertyrights inordertorecoverthelargesunkcost sof
researchanddevelopment;p arallelimportsaffecttheabilityofpharmaceuticalfirmstorecover
thosecosts. Afterdiscussingtheintern ationalpoliticalcontextofpar allelimportation policy,
internationalpricedifferences,whichcreate andareinturnaffectedby thepossibilityofparallel
importation,areexamined.Pricesofname -brandpharmaceuticalproductsarefoundtovaryfrom
theideal ofproportionalitywith incomeforseveralreasons,amongthemincomeinequality
withinacountry.Applyingsimpletheoreticalassumptionsabouthowpricesareaffectedby the
possibilityof parallelimportation,conditionsaredescribedunderwhich allowingparallel
importationcanbringaboutpricemoderation. Inotherinstances,parallelimportation canhave
harmfulexternaleffectswithoutbringinganybenefit.
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3Anation’spolicyregardingtheexhaustionofpatentrightsaffectsthestructureof
worldwidemarketsforgoodsprotectedbyintellectualpropertyrights.Bychoosinginternational
exhaustion,anationallowsp arallelimportationofpatentedgoods,arbitragetradethatcould
reducepricedifferencesbetweendifferentnationalmarkets.Alternately,bychoosingnational
exhaustion,anationdisallowsparallelimportation,effectivelysegmentingitsownmarketsfr om
therestoftheworld.Isasegmentedmarketbetterthanonetemperedbythepossibilityof
internationalarbitrage?Thegutreactionofbelieversininternationaltradewouldprobablybein
supportofthelatter:tradeisbeneficial,isn’tit?
Them arketforinnovativepharmaceuticalsisfarfromperfectlyfunctioning,though;
describingitevenasasecond -bestworldwouldbeinaccuratebyordersofmagnitude.
Institutionsincludingpublicandprivateinsurancebodies,patentandotherintellectual property
rights,healthregulatorybodies,andinternationalaidandtradeorganizationsallworktocontrol
howpharmaceuticalmarketsfunction,sometimesinconcertandsometimesatoddswitheach
other. Thispaperwillexamineoneveryparticularpol icychoice,whetherornotanationshould
permitparallelimportation,inthecontextofamarketnotdescribedbytheclassicassumptions
ofinternationaltrade. Becauseparallelimportsprimarilyaffectprices,pricelevelsof
innovativepharmaceutica lswillbeexamined,comparingthetheoreticalidealwiththeempirical
reality.
Parallelimportationpolicieshaveimportantconsequencesonanumberofdimensions.
Governmentswantingtocontrolhealthcarespendingareinterestedinthepossibilityof using
parallelimportstomoderatedrugprices.InternationalbodiessuchastheWorldHealth
Organizationareconcernedthatparallelimportscouldimpedeaccesstoessentialdrugsin
developingnations.WiththesigningofthetreatyonTradeRelated AspectsofIntellectual
4Property(TRIPS),theWorldTradeOrganizationdemonstratedconcernforgloballevelsof
intellectualpropertyprotectionandtheincentivesforinnovationthatsuchrightsprotect.The
externalitiescreatedbyparallelimportation wouldseemtoaffectinnovationincentives,but
ultimatelyTRIPSmadenoattemptatinternationalpolicycoordination,leavingparallel
importationunregulated.Viewedstrictlyasanationalpolicychoice,allowingparallel
importationwillbeseentoha vebeneficialprice -moderatingeffectsonlyunderaverylimitedset
ofcircumstances.
Theargumentisorganizedasfollows:sectionIIdescribesthefunctionofpatentsand
otheraspectsoftheresearch -basedpharmaceuticalindustry;sectionIIIexamines effectsof
parallelimportationonthemarket;sectionIVplacesthedecisionregardingexhaustionpolicyin
thecontextoftheinternationaltreatyregardingintellectualpropertyrightsnegotiatedinthe
WorldTradeOrganization;sectionVdiscusseside alinternationalpricelevelsfor
pharmaceuticals;sectionVIexaminesempiricaldataonpricelevelsanddiscusseswhythey
deviatefromtheideal;sectionVIIexplorestheconditionsunderwhichallowingparallel
importationcanmoderateprices;andsect ionVIIIconcludes.
II.Patenting:payingforinnovation
Theresearch -basedpharmaceuticalindustryisheavilyreliantonpatentstoprotect
incentivestoresearchanddevelopnewdrugs.Apatentisamechanismforcommodifying
technologicalinnovation, awardingtheinventorofanewtechnologytherighttoproductionand
marketingexclusivityforalimitedperiodoftimeandgivingtheholdermonopolypowerover
goodsembodyingthetechnology.Bylimitingcompetition,thusallowingthegoodtobesold at
apricegreaterthanmarginalcost,patentrightsrewardtheinventorforthefixedcostsincurredin
5innovation.
Thepharmaceuticalindustryisparticularlyreliantonpatentsbecausethefixedcostsof
drugR&Dareverylargecomparedtomarginalp roductioncosts;currentestimatesstandashigh
aseighthundredmilliondollarsforthedevelopmentofanewpharmaceuticalproduct(DiMasi et
al. 2003).Marginalproductioncostsaresolowthatdrugscouldeasilybeimitatedwerethey
notprotectedb ypatents;forexample,India,whichdoesnotofferpatentprotectionfor
pharmaceuticals,hasbuiltanindustryaroundproducinggenericcopiesofon -patentdrugs.
Research-basedcompaniesspendhundredsofmillionsofdollarstobringnewdrugstomarket ,
costswhichtheyareabletorecouponlybecauseoftheexclusivemarketingrightsprovidedby
patents.
Patentsrepresentabalancebetweenallocativeanddynamicefficiency,sacrificinglow
pricesformoreinnovation.Intheglobaleconomy,howtopro perlydistributetheburdensof
innovation—theallocativeinefficienciesthat,inasense,payfornewtechnology —isavital
question,particularlyinsuchimportantareasoftechnologyasmedicines.Theproductsof
innovationareessentiallypublicgoods ,thebenefitsofwhicharenotcontainedbynational
borders.
However,thestrengthofpatentprotection,whichrepresentsbothaninefficiencyburden
andanincentiveforfutureinnovation,isdeterminedbyarangeofnationalandinternational
policychoices,thelatterlargelyembodiedintheWorldTradeOrganization’sAgreementon
Trade-RelatedAspectsofIntellectualProperty(TRIPS).Amongpolicyoptions,thechoiceofan
exhaustionregimedeterminestheinternationalstructureofindustriesdepe ndentonpatents,
affectingdrugpricesandrentstopharmaceuticalfirms.AsTRIPSwasbeingformulated,
standardizinganinternationalpolicyonexhaustionwasdebated;argumentsweremadeinfavor
6bothofnationalandinternationalexhaustion,butulti mately,exhaustionpolicywasleftasa
nationalprerogative.
III.ParallelImportationandtheExhaustionofPatentRights
Parallelimportationoccurswhenapatented,trademarkedorcopyrightedgood,
legitimatelysoldinonecountry,isimportedint oanothercountrywherethesamegoodis
protectedbyintellectualpropertylaws.Itisnotanissueofpiracy,becausethegoodmusteither
beproducedbyorunderlicensefromtheoriginalpatentholder.Rather,parallelimportation
concernsthe exhaustionofintellectualpropertyrights.Allowingparallelimportationmeansthat
apatentholder’srighttodistributeagoodisexhaustedinternationallyonceitisplacedona
market;thuswhenagoodismarketedinaforeigncountry,thepatentholderha snorightto
regulatetheresaleofthegooddomestically.Ifparallelimportationwereprohibited(apolicyof
nationalexhaustion),thenationalmarketwouldbesegmentedandvaryingpricesforthesame
patentedgoodwouldbeobservedacrosscountries; ifparallelimportationwereallowed,
arbitragecouldtakeplaceifthepriceofthesamegoodvariesacrosscountries.Thepossibility
ofarbitragecouldhavetwomaineffects.First,itcoulddiscourageinvestmentininformational
marketingandmonito ringservicesintheimportingcountry.Second,itcouldlinkmarkets
together,makingthepriceinanycountrydependentnotjustonlocaldemandconditions,but
alsoonpricesinothercountries.
Pharmaceuticalcompaniesspendlargeamountstomarkett heirdrugstoconsumersand
institutionalbuyersandmonitorthequalityoftheirproducts.Allowingparallelimportation
coulddestroytheincentivetomakesuchinvestments,becauseimporterscouldessentiallyfree -
rideontheinvestmentsofauthorized sellers.Themarketingeffortsofpharmaceutical
7companiesrepresentalargerportionofexpendituresthandoinvestmentsinresearchand
development,andprovideinformationaboutpharmaceuticalproductswhichmanydoctorsusein
makingprescriptiondeci sions.Schweitzer(1997)discussesvarioustypesofmarketingefforts,
someofwhichprovideinformationaboutspecificdrugsandpromoteparticularproducts,while
otherspromotethecorporatereputationbysponsoringcontinuingmedicaleducationfor
physicians.AlltypesofmarketingarehighlyregulatedintheUnitedStatesandEurope.
Pharmaceuticalcompaniesareunabletocontrolthequalityofparallelimporteddrugsand
thereforefearthattheirbrandreputationmaysufferiftheyareallowed.Ad ditionally,because
parallelimporterswouldbenefitfromanyinformationalmarketingbybrand -namefirmswithout
contributingtoitscost,thereturntosuchmarketingwoulddecrease.Beyondinformational
advertising,Maskus(2001)speculatesthatcompet itionfromparallelimportersmightalsolead
toexcessiveeffortsatproductdifferentiation.Theseeffectsarebasicallynationalinscope;other
effectsofallowingparallelimportationarenotlimitedbynationalborders.
Asinglecountry’spolicyon parallelimportationcouldalsohaveexternaleffectsonits
tradingpartners,bymakingpricesinanycountrydependentonmorethanlocaldemand
conditions. Thepossibleexternaleffectsofallowingparallelimportationmayeasilybeseenina
simplet wo-countrymodel,wherecountryAishigh -incomeandcountryBlow -income1.Ifa
pharmaceuticalfirmisallowedtopricediscriminatebetweenthetwocountries,thefirmchooses
theprofit -maximizingpricelevelappropriateforeachcountry.Undersegreg ation,pricein
countryAwillthenbehigherthanpriceincountryB.Notealsothattherentfromthepatent,
andthereforethecountry’scontributiontoglobalinnovationincentives,isindependently
1
ThisdiscussionfollowsthenumericalmodelinM askus(2001).
8determinedineachcountry.
Supposethenthatcou ntryAchoosesaregimeofinternationalexhaustion,allowing
parallelimportationofthedrugfromlower -pricedcountryB.Intheabsenceoftradecostsand
priceregulation,thepotentialforcompetitivearbitragewillforcethefirmtosetasinglepri cein
bothcountries,chosentomaximizeprofitacrosstotaldemandforthedrug.Thissingleprice
willbehigherthanthediscriminatorypriceincountryB,andlowerthanthediscriminatoryprice
incountryA;thetotalrentcollectedbythefirminea chcountryisalsolowerthanunder
discrimination.ApolicychoiceincountryAlowersitspriceanditsinnovationincentives,while
raisingthepriceand loweringinnovationincentivesincountryB. 2Conceivably,itmaybemore
profitableforthefirm toofferthedrugattheoriginalpricelevel,makingitaffordableonlyin
countryA,thanitwouldbetoofferitatalowerpriceinbothcountries;A’spolicychoicecould
leadtothemarketinBgoingentirelyunserved,orapricethatishigherthan optimalfordynamic
efficiency.BecausepriceincountryBisinitiallylower,itschoiceofexhaustionregimesis
irrelevant.Suchasituationseemstocallforinternationalpolicycoordination,whichtheWTO
consideredbutultimatelyleftundecidedi nTRIPS.
2ProfitsincountryBareloweredbycountryA’spolicychoiceiftheautarkicpricein
countryBwasprofit -maximizing,whichmaynotalwaysbethecase.
9IV.TheInternationalContextofTRIPS
Theworldisundertakinganunprecedentedexperiment:toacceleratetheintroductionof
higherstandardsintoregionsthatwouldnotordinarilybeexpectedtoadoptthem.
-KeithMaskus(2000,p .144)
In1994,thenewlycreatedWorldTradeOrganization(WTO)establishedinternational
minimumstandardsforintellectualpropertyrightsprotection,codifiedintheagreementon
TradeRelatedAspectsofIntellectualPropertyRights(TRIPS).Concer ningpatents,TRIPS
requiresallWTOmembercountriestoprovideatleasttwentyyearsofprotection,aswellasto
recognizenumerousconditionsonhownationalpatentlawsmaybeformulated.Sinceinsome
instances,theagreementrequirestheestablishm entofentirelynewinstitutionstograntand
regulatepatenting,atransitionperiodwasestablished,allowingmoretimeforlessdeveloped
countriestoinstitutetherequiredreforms.
Maskus(2000)characterizesTRIPSasanunprecedentedexperimentbeca usemost
countrieshaveinstitutedpatentsonlyafterreachingacertainlevelofeconomicand
technologicaldevelopment,andhaverecognizedintellectualpropertyrightsinternationallylater
still.Thatdevelopingcountriesmightbenefitfromhighersta ndardsofprotectionisa
speculativeclaim,qualifiedbylargeshort -runadjustmentcosts.Inanattempttoquantifythe
short- runtransfersofrentsduetoincreasedstandardsofprotection,McCalman(1999)findsthat
theTRIPSwillcausenettransfers fromdevelopingcountries,accruinglargelytotheUnited
States.3Notsurprisingly,manydevelopingcountriesarereluctanttoadoptstrongerpatent
3McCalmanmodelsonlytheredistributionofrentsbetweencountries,assumingan
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protection,fearingthatthemonopolydistortionscreatedbyissuingpatentswouldraisepriceson
essentialgoods,suchaspharmaceuticals.
Indeed,muchattentionhasbeengiventothepharmaceuticalindustryinformulatingthe
internationalregulationsofTRIPS.Theagreementallowsanadditionaltransitionperiodfor
leastdevelopedcountriestoenforce patentprotectionforpharmaceuticals,andthesubsequent
DohaDeclarationonPublicHealthacknowledgesthatTRIPS“shouldbeinterpretedand
implementedinamannersupportiveofWTOmembers'righttoprotectpublichealthand,in
particular,topromote accesstomedicinesforall.”Promotingaccesstomedicinesnecessitates
theproperbalancingofpatentrights;overlystrongpatentprotectionwouldleadtounaffordable
medicines,whileweakprotectioncouldstymieinnovationandthecreationofnewmedi cines.
Attemptingtojustifytheincreasesinboththelengthofpatentsandthenumberofcountries
whereprotectionisoffered,itisoftenarguedthatdevelopingcountriesshouldofferstrongpatent
protectionbecausecountrieshavedifferentdiseaseb urdens,andsodifferentpotentialdemands
forpharmaceuticals.Strengtheningpatentsinthedevelopingworldmightthereforeincreasethe
incentivetoresearchanddeveloptreatmentsfortropicaldiseaseswhichdonotaffectthe
developedworld.
Theec onomicallyideallengthofpatentprotectionvariesbyindividualproductor
industry,thoughtheinformationnecessarytodeterminethatlengthisgenerallynotavailableat
thetimeapatentisawarded.Patentlength,requiredbyTRIPStobeatleast20 yearsandnot
allowedtovarybyindustry,isthusaverybluntinstrumentforbalancingallocativeanddynamic
efficiency.Inthepharmaceuticalindustry,developednationsusearangeofpoliciestofine -tune
thestrengthofpatentprotectionandthep otentialprofitabilityofapatentedinnovation.Ifthere
exogenouslevelofinnovationineachcountry.
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isfreeentryindrugresearchanddevelopment,innovationincentivescanbecontrolledtoalter
levelsofdynamicefficiency. 4Sinceveryfewdrugshavenotherapeuticsubstitutes,some
competitionstillexists;itisperhapsmosthelpfultothinkofapatentholdermonopolizingonthe
residualdemandforadrug.
ThoughTRIPSsetsaminimumlengthoftwentyyearsofprotectionforpatented
innovations,developednationsstillhavemanyotherpoli cyleverstocontroltheincentivesfor
pharmaceuticalinnovation.Localpatentofficeshavecontroloverthescopeandbreadthof
patentinnovation,andcouldallowpatentstoberewardedforsmaller,incrementalinnovationsor
onlyforlargerbreakthrou ghs.Drugsmustundergoregulatoryapprovalprocesses,which
essentiallydeterminethelengthoftimewhichadrugcanbemarketedbeforegenericentry —the
effectivelengthofthepatent.Manycountriesdirectlyorindirectlycontrolthepriceofpatente d
pharmaceuticals,aswell,settingornegotiatingtherentswhichaccruetoaninnovating
pharmaceuticalfirm. TRIPSpresentsagreatchallengetodevelopingnations,whomayhaveyet
tocreatetheinstitutionstoregulatepatentinganddeveloppoliciest oregulateinnovation.
Allowingparallelimportationisonesimplepolicychoicewhichcouldreducedrug
prices,butbecauseofthepossibleexternalitiescreatedbyparallelimportation,international
regulationseemedsensibleasTRIPSwasbeingnegoti ated.Debatewasframedasachoice
betweenaworldwideuniformbanorauniformallowanceofparallelimportation. 5However,the
4
Patentprotectiondoesnotaffectallinnovation,becausefor -profitresearchand
developmentfirmscontributeonlyonepartoftotalR&D.Institutionssuchasresearch
universitiesandgovernmentlaboratori esengageinmuchbasicresearchforwhichpatentsmay
offerinadequateorinappropriateincentives.
5
Forvariouslegalstandpoints,seeBarfieldandGroombridge(1999),whoarguein
favorofbanningparallelimports,andAbbott(1998b),whoarguesin favorofpermittingthem.
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TRIPSagreementultimatelyreflectsacompromisewhichleavesthequestionunsettled.Article
sixoftheagreementstatess imply:“ForthepurposesofdisputesettlementunderthisAgreement
...nothinginthisAgreementshallbeusedtoaddresstheissueoftheexhaustionofintellectual
propertyrights.”Theprovisionislimitedonlybythestipulationsfornationalandm ost-favored
nationtreatment.Theclauseallowsnationstoformulateindependentpoliciesonparallel
importation,whichmayevenvarybyindustry,thoughTRIPSgenerallydoesnotallowforthe
formulationofindustry -specificintellectualpropertylaw. 6
Currently,countrieshaveimplementedavarietyofexhaustionregimesregarding
pharmaceuticalpatentrights.TheUnitedStatesrecognizesnationalexhaustionof
pharmaceuticalpatents,andgivesthepatentholdertheexplicitrightofimportation. 7H ong
Kong,Israel,Singapore,Argentina,Thailand,andNewZealandallrecognizeinternational
exhaustion,allowingparallelimportationofpatentedpharmaceuticals.SouthAfrica’sallowance
ofparallelimportationwasthesubjectofadisputewiththeUni tedStatesbeginningin1997 8.
Japanallowsparallelimportationofpharmaceuticalsonlyifthedrugsareimportedfrom
unregulatedmarkets.TheEuropeanUnionhasinstitutedapolicyofregionalexhaustion,
allowingparallelimportationfromnationswit hintheunion,butprohibitingitotherwise.The
legalstatusofexhaustionisnotclearinmanydevelopingcountries;insome,itisnotonly
prohibited,butthenationawardssoledistributorshipforapharmaceuticaltoasinglefirm
6
TheWTOMinisterialDeclarationonTRIPSandPublicHealth,issuedduringtheDoha
roundoftradenegotiations,reconfirmedthatexhaustionisanationalpolicychoice(CIPR2002).
7
Onasmallscale,someparalleltradeflo wsfromCanadatotheU.S.throughinternet
pharmaciesandbusloadsofseniorcitizenswhocrosstheboardertosavemoneyontheir
prescriptions,butthisactivitydoesnotextendtothewholesalelevel.
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(Correa2001).Lef tuptotheindividualnation,thesepolicychoicesonparallelimportation
mightnotaccountforexternaleffectscreatedbyallowinginternationalexhaustionofpatent
rights.
V.IdealDrugPrices
Muchofthetheoreticalandpolicydebatesurrounding parallelimportation,includingthe
simplemodelpresentedinsectionIII,revolvesaroundseveralcharacterizationsofwhatdrug
priceswouldbeifparallelimportationwereorwerenotallowed.First,itisassumedthat,if
nationalmarketsweresegment ed,awelfare -enhancingpatternofpricesknownasdifferential
pricingwouldbeobserved.Becauseparallelimportationwouldpreventmarketsegmentation,
theargumentisoftenmadethatparallelimportsshouldbebannedinordertoachievedifferential
pricing.Second,inasituationwherenationalmarketsweresegmented,priceswouldvary
proportionallytopercapitaincomelevelsinnationalmarkets.Underthischaracterization,
higher-incomenationswouldbetaking advantageoflower -incomenations iftheyuse parallel
importstolowertheirdrugprices.Finally,itisassumedthatifparalleltradeisallowed,
arbitragepossibilitieswouldcausedrugpricestoequalizetowithintransportmargins.This
sectionwillexaminetheseassumptionsindetai landreviewliteraturerelevanttothedebate
whichmakesuseofthem.Thefollowingtwosectionswilldiscussevidenceconcerningthe
validityoftheassumptions.
Thefirstcharacterizationproposesthat,ifnationalmarketsweresegmented,
pharmaceuticalfirmswouldsetpricelevelsproportionaltoconsumers’willingnesstopay.
8
See http://www.cptech.org/ip/fsd/health-pi.htmlforadetailedreviewofthedispute.
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Danzon(2001)explainsthatpricingbyamonopolistinasegregatedmarketwouldresemble
Ramseypricing,wherethepriceforeachgroupofconsumerswouldbesetproportiona ltotheir
demandelasticity.Nationswithahigherwillingnesstopaywouldbechargedahighermark -up
overmarginalcost,andwouldthereforecontributemoretorecoveringthesunkcostsofdrug
development.Ramsey -stylepricingpracticesarecommoni nindustrieswithhighjoint,sunk
costsrelativetomarginalcosts,suchasairlinesandelectricutilities(Danzon1997).Differential
pricingwouldpermitpharmaceuticalfirmstorecovertheirR&Dcosts,whilemaximizingtotal
consumer andproducer surplusbyallowingmorepeopletobeservedthanunderasingle,
commonmarketprice.Differentialpricingwouldalsotakeintoaccountdifferentpreferencesfor
innovationacrosscountries.Varyinglevelsofpatentprotectionleadtodifferentlevelsof
competitioninnationalmarkets.Inacountrywithweakerpatentrights,moresubstitutesfora
patenteddrugwouldexist;consumerswouldthereforehavehigherpriceelasticity.Ifadrug
manufacturerpracticeddifferentialpricing,pricesforthesecons umerswouldbelower,aswould
theircontributiontodynamicefficiency.
Asecond,similarcharacterizationofdrugpricesthatpervadesthedebateonparallel
importationisthatincomelevelscanbeusedasaproxyforwillingnesstopay,whichisitse lf
unobservable.Ifincomelevelsarenegativelycorrelatedwithpricesensitivity,thenapositive
correlationbetweenincomelevelsanddrugpriceswouldbeobservedinanidealworld.Income
maybenegativelycorrelatedwithpricesensitivitybecause ofvaryingpracticesinhowdrugsare
administered.Inhigh -incomenations,consumptiondecisionsareaffectedbyphysicianswho
oftendonotconsiderpricewhenmakingprescribingdecisions.Schweitzer(1997)notesthat
medicalinsurancecoverageinhi gher-incomenationscreatesthepotentialformoralhazard ,
preventingconsumersfromfacingthetruepriceofthedrugandloweringconsumerdemand
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elasticity.Indevelopingnations,publicorprivateinsurancecoverageisnotnearlyprevalent,
anddrugs mustbepaidforout -of-pocket(Maskus2002).However,ifhealthcareorinsurance
providersinhigh -incomenationsareabletoleveragetheirmonopsonypowertonegotiate
discounts,asdomanagedcarehealthplansintheUnitedStates,thenegativecorr elationbetween
incomeandpriceelasticitywouldnolongerhold.Also,unlikestrictRamsey -stylepractices,
wherepricesareinverselyproportionaltodemandelasticity,pricingproportionaltoincome
wouldnotaccountfordifferencesininnovationpref erencesbetweencountries.
Theoreticalmodelsofparallelimportationpoliciestypicallyassumeadirectcorrelation
betweendrugpricesandincome.Inafrequentlycitedarticle,MaluegandSchwartz(1994)
makeuseofthecharacterizationthatdrugp riceswouldbehigherinhigherincomenationsto
argueagainstallowingparallelimportation.Theyexplorethestaticwelfareeffectsof
segmentationversusdiscriminationfordifferentlevelsofdemanddispersion.Disregarding
dynamiceffectsfromcont ributionstosunkcosts,theyfindthatconsumersarestillbetteroff
underdiscriminationifdemanddispersionishighenough.Settingasinglepricewouldcause
somemarketstogounserved,eventhoughconsumersinthosemarketswouldbewillingtopay a
pricehigherthanthemarginalproductioncosts;thisisthestandardinefficiencyresultingfrom
monopolypricing.Forasufficientlywidedispersionofincomesacrosscountries,thewelfare
lossfromsomeconsumersgoingunservedisgreaterthanthe welfarelossduetosome
consumerspayinghigherdiscriminatoryprices.Theauthorspointoutthatstillhigherwelfare
canbeachievedbysettingcreatinggroupsofconsumerswithdifferentincomes,andallowing
discriminationbetweenbutnotwithinthe groups.
Makinguseofthethirdcharacterization,thatpriceswillequalizeifparallelimportsare
allowed,Richardson(2002)andKnoxandRichardson(2002)examinepolicygameswhich
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allowcountriestochoosetheirparallelimportationpolicy.Richard son(2002)describesasimple
policygameinwhichgovernmentschoosetoopentoparallelimportationiftheywould
otherwisefaceahigherdiscriminatoryprice.Thep olicychoicesofcountriesthat wouldface
lowerpricesundersegregationareessential lyirrelevanttotheresultingpricelevels;thesetof
equilibriainthegamewouldallresultinasingleglobalprice.Inseveralextensions,thisresult
isqualifiedusingpoliticaleconomyconsiderationsandthepossibilityoftariffpolicy.Tariffs
affecttransportationcosts,theintroductionofwhichcomplicatestherepercussionsofparallel
imports.Itissuggestedthatacountrysuppliedbyaforeign -basedmonopolistmayfinditmore
beneficialtoprohibitparallelimportsandlevyatarifftoe xtractpartofthemonopolist’ssurplus
thantoopentoparallelimports.KnoxandRichardson(2002)examinetheinteractionoftariff
policyandparallelimportsinatwo -countrysettingandfindthatallowingparallelimportation
resultsinaloweropt imaltariff.Generally,parallelimportationismoreattractiveforcountries
withlittlecontrolovertariffs.
Richardson’sexplorationsofpolicychoicegamesweremotivatedbyalackof
congruencebetweenexpectationsandreality.MaluegandSchwar tz’smodelpredict sthatlower
incomenationswouldfavoraworldwideprohibitionofparallelimportsinordertobenefitfrom
lowerdifferentialprices;duringthenegotiationofTRIPS,however,theoppositewasthecase.
Manydevelopingnationswantedt oretaintheabilitytopermitparallelimportation,fearingthat
segmentationcouldleadtohigherprices(Abbott1998b).Turningtoempiricalevidenceofprice
differences,thenextsectionwillshedlightonwhypricesdonotalwaysvaryproportionally with
income.
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VI.ActualDrugPrices
Limitedevidenceexiststhatpharmaceuticalfirmsmaysetpricesproportionaltoincome
levels.SchutandVanBergeijk(1986)ma keuseofareportpublishedbytheUnitedNations
InternationalComparisonsProject tostudytheeffectsofvariouscountrycharacteristicsand
policyvariablesondrugprices.Usingadatasetthatincludesobservationsfromthirty -two
developinganddevelopednationsin1975,theyregressapurchasing -powerparitypriceindexof
“DrugandMedicinalPreparations”onpercapitaGDPandanumberofcontrols,andf inda
strongandsignificantpositiverelationshipbetweenpricesandincomelevels.An8%increasein
drugprices ispredictedtobeobservedwitha10%increaseinGDPpercap ita.Theauthorstake
thisfindingasevidencethatpharmaceuticalfirmspracticediscriminatorypricing,“successfully
creamingofftheinternationalconsumersurplus.”
Thepolicyvariablesexaminedofferanexplanationforthedeviationfromincome -
proportionateprices.Adummyvariableequaltounityifagovernmentdirectlycontrolledthe
priceofpharmaceuticalsproduce donaveragea20%decreaseindrugprices.Aweakerandless
significanteffect isfoundforindirectpricecontrols. 9Offering patentprotectionfor
pharmaceuticalproducts isfoundtohaveapositivebutinsignificanteffectonpricelevels.
Explainingtheinsignificantresults,theauthorsnotethatdummyvariablescaptureonlycrude
effects.Differenttypesofregulationcan havecruciallydifferen teffectsonpricingstrategies.
Also,manypoliciesinteracttodeterminethetruelevelofpatentprotectionforpharmaceuticals;
abinaryvariabledoesnotadequatelycapturetheamountofvariation.Bothdirectprice
regulationandlevelsofpatentprotectionundoubtedlyaffectdrugprices;aswillbediscussed
9
IndirectpricecontrolsincludesuchregulationsastheUnitedKingdom’slimiton
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later,parallelimportationmaybeabletodecreasedrugpricesinsituationswhereprice
regulationsareineffectiveorpatentsystemsareoverlystrong.
Inamorerece ntstudy,SchererandWatal(2001)f indaweakbutsignificantrelationship
betweenincomeanddrugprices.Theyexamine ddataonthewholesalepricesoffifteen
differentAIDSanti -retroviraldrugsineighteennationsbetween1995and1999.Thoughall
eighteennationswerelowormiddleincome,withGNP’slessthanonethirdoftheUnitedStates,
priceswereactuallyhigherthanU.S.listpricesfor21%oftheobservations. Inaregressionof
pricelevels (relativetotheU.S.) ofindividualdrugs onpe rcapitaGNPandseveralcontrols,
theyf indasignificantbutweakrelationship:anincreaseof$1000inincomeleadstoanincrease
ofonly0.018inthepricerelative.
Besidescontrolsforvariousdrugcharacteristics,twoothervariablespresent
interpretationaldifficulties.Adummyequaltounityifacountryofferedpatentprotectionfor
drugswouldbeexpectedtohaveapositiveeffectonprices;instead,asmallnegativeeffect is
observed.Thisanomalyisattributedtomeasurementdifficulty inthevariable,because
informationaboutwhetherthespecificdrugproductwasactuallypatentedinacountrywas
unavailable.Theauthorsalsoexplorechangesinpricingpatternsoverthefiveyearspanoftheir
dataset;twomodelspecificationsoffer differentinterpretations.Inonespecification,atime
trend isfoundtohaveanegativeeffect,suggestingthatpricesrelativetotheU.S.wereuniformly
decreasingovertime.Inanotherspecification,theindependenttimetrend isremovedanda
variableinteractingtheyearwithincomepercapitaadded.Here,income isinitiallyfoundto
havesmallpositiveeffectonprices,butthestrengthoftheeffectdiminishe ssubstantiallyover
time.In1995,anadditional$1000inincomewasassociatedwith anincreaseof.057inthe
returnstocapital,whichissetindividuallyforeachpharmaceuticalfirm
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pricerelatives.By1999,though,thesameincreaseinincomeaddedonly.006toprices.The
authorsinterprettheinteractiontermbysuggestingthatpharmaceuticalfirmsmayhavemoved
awayfromastrategyofdifferentialpr icingbetween1995and1999,makingpricesless
correlatedwithincome.However,itisunclearwhytheauthorsdidnotincludeabasictime
trendintheirsecondspecification.Becausethesecondregressionhaslessoverallexplanatory
powerthanthefir st,theinterpretationthatfirmsmovedawayfromdifferentialpricingstrategies
shouldbetreatedwith some caution.
DatapublishedinMaskus(2001)providesanadditionalopportunitytotestwhether
pharmaceuticalfirmspriceproportionallytoperca pitaincome.Theauthorexaminesthe
correlationbetweenprices forindividualdrugs andper -capitaGNP,whichwouldapproachunity
ifdifferentialpricingwerepracticed.Thestrengthofthecorrelationvar iesdependingonthe
drugexamined;theprices ofeightdrugshaveacorrelationwithincomeofatleast0.5,ninehave
acorrelationbetween0and0.5,andthreehavenegativecorrelations.Asintheotherstudies,
pricesdeviatesignificantlyfromwhatonewouldexpectunderdifferentialpricing.
Pricesmightbehigherinlowerincomenationsduetounequalincomedistributions.A
firmmaybeunabletodiscriminatebetweenconsumersatvariousincomelevelswithina
nationalmarket,andsochoosetosetahighpriceandsupplyonlyasmallgroupof highincome
consumerswithrelativelyinelasticdemand.Ifdemandiskinked becausedifferentgroupsof
consumershaveverydifferentincomelevels ,firmsmaychoosenottosupplythelowincome,
price-sensitiveconsumerswithinacountry. 10Thisstrate gyisactually still consistentwiththe
mostprecisedefinitionofRamseypricing,sincefirmssetapriceinverselyproportionalto
10
Maskus(2001)pointsoutthatsuchstrategiesarecommoninotherindustrieswhere
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consumers’demandelasticity.Becauseonlyasubsetofthecountryissupplied,though,per -
capitaincome averagedovert heentirecountry doesnotaccuratelyproxyfor the demand
elasticityofthegroupofconsumersactuallybeingsupplied .
Totestwhether pricesareaffectedbyunequalincomedistributions ,Iusethepricedata
fromMaskus(2001)toseeifpricesvarywi thameasureofincomeinequality,inadditiontoper
capitaincomelevels.Thepricingdataconsistsof1998per -doseex -manufacturer’spricesfor20
brand namedrugsin14countrieswithalargerangeofincomes.Becausethepricesrepresent
identical productssoldbytheownerofthebrand name,methodologicaldifficultiestypicalof
internationaldrugpricecomparisonsaremitigated.Dataonper -capitaGNPistakenfromthe
WorldBank’sWorldDevelopmentIndicatorsandmeasuredatpurchasing -powerex changerates
tomostaccuratelyrepresentconsumers’abilitytopay.Incomeinequalityismeasuredby
nationalginicoefficients,alsopublishedintheWorldDevelopmentIndicators.Aginiindexof
zerorepresentsaperfectlyequaldistributionofincome ;anindexof100representsperfect
inequality,whereallincomeisheldbyjustoneperson.Twocaveatsshouldbenotedaboutthe
comparabilityoftheginiindexacrosscountries.Becausecalculatingtheindexrequiresdetailed
householdleveldataon income,theyarenotavailableannually.Theginiindicesforthe
fourteencountriesinthedatasetwerecalculatedbetween1990(Spain)and1998(Thailand,
Mexico,andBrazil).Also,theindicesforIndia,Korea,andThailandwerecalculatedonthe
basisofconsumptionexpenditures,whiletheotherswerecalculatedusingincome.Still,they
providearoughmeasureofdisparitiesinincomewithinanationthatcouldleadtohigherprices.
Itestthehypothesisthatpricesareproportionaltoper -capitaincome,controllingforthe
effectsofinequalityandvariationinpricesbetweendrugs.Insteadofasingleconstantterm,the
intellectualpropertyrightsareimportant,suchassoftware.
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regressionisrunusingtwentydummyvariables,equaltounityifthedrugnamematchesthe
nameofthevariableandzerooth erwise.Foragivendrug,theratioofpricetoGNPper -capita
shouldbeconstantifdifferentialpricingisfollowed.Deviationfromthatconstantcouldoccur
becauseofincomeinequality.Regressionresultsareasfollows,withtheabsolutevalueoft -
statisticsgiveninbrackets:
ln(price)=0.675ln(GNPper -capita)+0.984ln(gini)
[13.07] [9.44]
-10.62norvasc -10.05lipitor -11.74pulmocort -8.79sandimmun -8.66neoral
[13.71] [12.77] [15.01] [11.1 2] [11.05]
-9.48cipro -10.88plendil -11.42imovane -8.87diflucan -12.43lasix -10.82claritin
[12.23] [14.04] [14.61] [11.37] [15.94] [13.93]
-10.14cozaar -8.61zyprexa -9.56losec -10.85zeantac -9.80risperdal -10.00zoloft
[13.00] [11.01] [12.24] [13.99] [12.65] [12.80]
-10.05zocor -8.48imitrex -10.03effexor
[12.86] [10.80] [12.77]
R2=.901 N=234
Bothper -capitaincomelevelsandlevelsofinequalityhavesignificante ffectsondrugprices.A
10%increaseinincomeisassociatedwith a6.75%increaseinprices; a10%increasein
inequality,asmeasuredbytheginiindex,isassociatedwitha9.84%increaseinprices,other
thingsequal.Theseresultssuggestthatpha rmaceuticalmanufacturersmayhavebeenfollowing
astrategyofsettingpricesinverselyproportionaltodemandelasticity,whichisaffectedbothby
per-capitaincomelevelsandinequalitywithinacountry. Therelationshipbetweenpricesand
incomeleve lsiscomparableinstrengthtoSchutandVanBergeijk’sfindings,whichmadeuseof
apriceindex,andmuchstrongerthanSchererandWatal’sresult.Thedisparitymaybe
explainedpartlybecausedifferenttypesofdrugsareexamined.ThedatasetinMa skusincludes
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pricesofdrugsusedtotreatavarietyofillnesses,whereasSchererandWatalexaminetheprices
ofAIDSdrugsonly,controllingforvariousdrugcharacteristicsbutnotforeachindividualdrug .
Besidesunequaldistributionsofincome,p riceregulationsmayhinderpharmaceutical
companiesfrompricingproportionallytoincomelevels.Asmentionedabove,SchutandVan
Bergeijk(1986)foundcrudeevidencethatdirectpriceregulationlowersthepriceof
pharmaceuticals.Theactualdistort ionaryeffectsofpriceregulationdependonhowthe
particularsystemworks,though.Danzon(1997)providesadetailedreviewofthewidevarietyof
priceregulatorysystemsworldwide;somecountriessetpriceceilingsusingacost -plus-markup
formula,wh ileothersdeterminepricesbyreferencingpricesinothercountries.Nationalhealth
insuranceprogramscangivecountriesmonopsonypower,allowingthemtonegotiateforlower
prices.
Asanexampleofreferencepricing,Canadadoesnotallowpriceto exceedthemedianof
asetofpricesinsevenother developed countries;SaudiArabiadeterminesallowableprices
usingaformulathatreferencesfortycountries. 11Thepracticeofreferencepricingmayhave
externaleffectsonpharmaceuticalpricesinco untrieswhicharereferenced,verysimilartothe
effectsofallowingparallelimportation.Ifalowerincomecountryisreferencedbyanother
countrythatregulatesprices,apharmaceuticalcompanymaysetanartificiallyhighpriceinthe
lowerincome marketinordertoraisetheallowableceilinginahigherpricedmarket.
Dependingonthespecificationofthereferenceformula,onewouldexpect higherdrugprices in
countriesthat arereferenced.
Thisexaminationofpharmaceuticalpricelevelshass uggestedseveralreasonswhy
11
SeeSchoonveld(2001)foraninterestinggraphicaldepictionofthewebof
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internationaldifferencesexist.Pharmaceuticalcompaniesmaybefollowingapolicyof
differentialpricing,wherepricesareinverselyproportionaltodemandelasticity.Apatternof
pricingproportionaltoincomeisobserve d,withdifferencesinincomeinequalityexplaining
variationfromthispattern.Differentlevelsofpatentprotection,pharmaceuticalpricecontrols
andreferencepricingpracticesfurtherdistortpricesfromdifferentiallevels.Allthesecausesof
internationalpricedifferencescreatetheopportunityforparallelimportation,butparallelimports
willbeaneffectivetoolformitigatingpricesonlyundercertaincircumstances.
VII.Whenwillparallelimportsbeeffective?
Thesizeofpricereductio nsachievedthroughparalleltradedependsmostbasicallyon
thesizeandelasticityofdemandoftherelevantmarkets.Pharmaceuticalfirmswilltryto
protecttheirprofitsinlargermarkets,where allowing parallelimportswillofferlessopportunity
forpricereductionsandcreategreaterpotentialforexternalities.Relativelysmallerandmore
elasticmarketscouldachievegreaterpricereductionsthroughparallelimportation.
Therelationshipofmarketsizeandpricereductionsthroughparalleli mportscanbeseen
inanumericalexample,whichdiffersfromthediscussioninsectionIIIbyintroducingtrade
costs.ForademandcurveincountryB,
(1) x B(pB)=10 -p B
apricediscriminatingmonopolistfacingaconstantmarginalproductioncostof2 willsetaprice
inautarkyofp BA =6.LetdemandincountryAbedefinedrelativetocountryB,
(2) xA(pA)=10s -tp A
Here,theratios/trepresentstherelative“chokeprice”inmarketA,themaximumpriceany
internationalpricereferenci ngpractices.
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consumeriswillingto payforaunitofx.Alargerratio,representedgraphicallyinFigure1bya
lesssteepslope,correspondstoahigherchokeprice.Foragivenratios/t,alargersort
representsalargermarket.Inautarky,priceincountryAisafunctiononlyof thechokeprice:
pAA=5s/t+1.
IfcountryAallowsparallelimportation,priceswillequalizetowithintradecosts,which
inthisexamplearesetto1.Pricesinbothcountrieswillthenbedeterminedbytheaverageof
thechokeprices,weighted bytherelativesizeofthemarkets,plusorminusamarginaccounting
forthetradecosts:
(3a) pBT=1+5(1+s)/(1+t) -t/(t+1)
(3b) pAT=1+5(1+s)/(1+t)+1/(t+1)
Inorderforthedifferenceinautarkicpricestobegr eaterthantradecosts,thechokepricein
Figure1.
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countryAmustbesufficientlyhigh:
(4) s>6t/5
Infigure1,thisconditionholdsinareasAandB.Oneadditionalconditiondetermineswhether
parallelimportswillcauseanyreductioninp A.Ifthepr ofitincountryAunderautarkyisgreater
thanthesumoftheprofitsinbothcountriesunderparalleltrade,themonopolistwillchooseto
supplymarketAattheoriginaldiscriminatoryprice,andsetp Bequaltop AAminusthetrade
costs.Atthisprice,marketBmaygounservedentirely,andmarketAachievesnoprice
reductionfrompermittingparallelimports.ThelowerboundofareaBinfigure1representsthis
constraint.12OnlyforsandtvaluesfallingwithinareaBwillparallelimportscause anyprice
reductioninmarketA.Ascanbeseen,thearearepresentsafairlynarrowrangeofvaluesfors/t,
andthereforealimitedrangeofchokeprices.Becausethelowerboundis concaveup ,therange
ofpossiblechokepricesdecreasesasthesizeo fthemarketincreases.Thus,verysmall
economiescanachievepricereductionseveniftheirchokeprices(andthereforetheirautarkic
prices)arecomparativelyhigh.NewZealand,whichallowsparallelimportation,probablygains
reducedpricesbecause ofitssmallsize.Largeeconomiesmaygainnothingatallbyopeningto
parallelimportation but couldnonethelesscauseothermarketstogounserved.
This resultshouldbequalifiedinanumberofways.GanslandtandMaskus(2002)
presentatheoretic alargumentandempiricalevidencethatsomeoftheassumptionsaboutdrug
pricesinourmodelofparallelimportationdonotalwaysholdinreality.Theauthorsdescribea
moresophisticatedmodelofparallelimportationthantheonesketchedabove,inco rporatingthe
12
Thecurve,plottedusingMathematica,representsalongimplicitfunction:
pAA xAA =p BTx BT+p ATx AT
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possibilityofendogenouslylimitingparallelimportation.Theyimagineahigh -pricedmarketA,
opentoparallelimports,andalow -pricedmarketB,fromwhichparalleltradeflows.Itislikely
thatamanufacturermaytrytolimitthesupp lyofdrugstomarketBifparallelexportsare
occurring.Ifthemanufacturercanconstrainthequantityofparalleltradeb ycarefullyregulating
supplyto marketB, thepossibilityof parallelimportswouldnot necessitatesettingpricesequal
withint rademargins .Instead,themanufacturermaychoosetoaccommodateparallelimportsby
slightlyloweringpriceinmarketAandallowingthelimitedquantityofparallelimportstobe
sold,ratherthanlowerpriceenoughtodeterparalleltradeentirely. Themodelallowsforthe
possibilityofparallelimportationflowsinequilibrium,insteadofassumingthatpriceswill
equalizetowithintradecostsduetothemerepotentialforarbitrage.
Turningtoempiricalobservations,theauthorsexaminedataf romanaturalexperimentin
Sweden,studyingtheeffectonpharmaceuticalpricesbeforeandafterthenationopenedto
parallelimportation. Theyobservethatthepriceofaparallelimporteddrugdoesnotfully
equalizewiththedomesticcounterpart,no tingthatthereareperceivedqualitydifferences
betweenparallelimportsanddomesticallymarketeddrugs 13.Additionally,theytestwhether
pricereductionsofproductsfacingcompetitionfromparallelimportsoccurbecauseofthe
potentialforarbitrage ,aspredictedbythestandardmodel,orbecauseofactualarbitrage,as
predictedbytheirmodelincorporatingaccommodation.Theyfindnegativeeffectsonpricesfor
bothpotentialandactualarbitrage,butonlyactualarbitrageissignificant. Themer epotential
forparallelimportationmaynotbeenoughtocausepricestoconverge.
13
Itseemslogicalthatpharmaceuticalfirmswouldseektodifferentiatedomestically
marketedgoodsfromparallelimportsinanyway possible.Often,parallelimportsdonothave
thevalidwarrantyofferedbydomesticgoods.
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Basedontheirmodelandevidence,theauthorsconcludethat,ifparallelimportationisto
beallowed,countriesshouldensurethattheirimportmarketsarecompetitive. Examiningthe
Swedishmarket,theyfindthatparallelimporterscollectalargepartofthepricedifference
betweencountriesasprofit. Sincetheoriginaljustificationforallowingpriceshigherthan
marginalcostsistopromoteinnovation,anyprofit searnedbytraderscanbeviewedaspure
inefficiency,notatallcontributingtodynamicefficiency.Perhapsthefactthatsmalltrade -
basedeconomiessuchasSingaporeandHongKongareopentoparalleltradeisdueinpartto
thecompetitivenessofth eirimportmarkets.
Severalothercaveatshavingtodowiththecausesofinternationalpricedifferencesbear
onwhetherparallelimportswillbeaneffectivepolicytool.Asdiscussesabove,income
inequalitywithinamarketcanleadafirmtosupply onlyasmall,wealthygroupofconsumers,
leavinglowerincomegroupsunserved.Insuchasituation,whetherpricereductionsfrom
paralleltradewillhavemuchofaneffectdependsonthesizeofthereductions.Ifpriceisnot
reducedbeyondthekinkin thedemandcurve,thewealthyminoritywouldbenefitfromlower
pricesachievedthroughparallelimports,butconsumersatlowerincomelevelswillstillbeleft
unserved.Ifamanufacturercanlimitsupplies,itwouldbedifficulttoobtainaquantityo fdrugs
forimportationlargeenoughtoservelowerincomemarketsegments.
Alsonotedabove,referencepricingcanleadtohigher -than-proportionatepricelevelsin
countrieswhicharereferencepriced.Allowingparallelimportswouldcauselessofa price
decreaseinareferencedcountrythaninanunreferencedbutotherwiseidenticalcountry,because
decreasesinpriceinthereferencedcountrymaynecessitateadecreaseinpriceinthereferencing
country.Essentially,thereferencedcountrywould bearmorethanitsownweightin
determiningthepriceunderparalleltrade,makingpricedecreasessmallerandexternalitiesmore
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likelyandlarger. 14
Itisoftensuggestedthatdirectpriceregulationscanbemademoreeffectivebyusingthe
threatof parallelimportstonegotiatelowerpricesfrompharmaceuticalfirms.Thestrategy
mightbeparticularlyeffectiveinsmalleconomies,whichdonothavethesamemonopsony
powerasgovernmenthealthprogramsinlargemarkets,andwhereparallelimportsw ouldbring
greaterpricereductionsifallowed.However,allowingparallelimports from countriesthat
regulatepriceswouldeffectivelypitonregulatorysystemagainstanother,makingprice
negotiationsintheexportingcountrymoredifficult.Ifaman ufacturertriestolimitsuppliesin
theexportingcountryinordertoimpedeparalleltrade,shortagesmayalsoensue.Allowing
paralleltradewouldbemosteffectiveinsmallcountrieswithweakregulatorysystems,where
parallelimportscouldallowthe countrytotakeadvantageofpricesinlarger,moreregulated
markets.
Similarly,allowingparallelimportscouldletacountryweakenthestrengthofpatent
protectionforpharmaceuticals,ifitisdeemedoverlystrong.Patentsystemsvaryinthescope
andeffectivelengthofprotectionoffered,affectingtheamountandtimingofcompetition.If,for
example,aproductissubjecttogenericcompetitioninonecountrybecausethepatenthas
expired,thepricewillbelowerthaninacountrywherethepr oductisstillonpatent.Theprice
differencecreatedbythetimingofpatentexpirationswouldcreateanopportunityforparallel
importation,loweringthepriceinthecountrywithstrongerpatentprotection.Asdeveloping
countriesupdatetheirintel lectualpropertyregimestocomplywiththestandardsofTRIPS,
permittingparallelimportsmaybeonemethodformoderatingthestrengthofpatentprotection
14
NewZealand,Argentina,andIsrael,allcountrieswhichpermitparallelimportation,
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inthepharmaceuticalsector.
Insummary,allowingparallelimportationwillbeaneffectivepo licyonlyundercertain
circumstances.Mostbasically,iftheimportingmarketissmall,greaterpricereductionscanbe
achievedthroughparallelimports.Ifacountrycanensurecompetitionamongimporters,price
reductionswillbegreater.Ifacount ryhasaweakregulatorysystemoranoverlyprotective
patentsystem,allowingparallelimportsmayhelpstrengthenthenegotiatingpowerofthe
regulatorsorweakenthepowerofpatents.Ifacountryisnotconcernedwithpreservinghigh
incentivesfor marketingandmonitoringsystemswithinitsborders,parallelimportscanhelp
moderateprices.Undertheseconditions,allowingparallelimportscouldmoderatedrugprices,
helpingacountryfindabetterbalanceofallocativeanddynamicefficiencyini tspharmaceutical
markets.
VIII.Conclusions
Thusfarthispaperhasconsideredtheoriesabouttheeffectsofparallelimportation,
includingpossibledetrimentalexternalities,evidenceconcerninginternationalpricedifferences
thatcreatethepossi bilityforparallelimportation,andqualificationsontheeffectivenessof
parallelimports.TRIPSlefttheparallelimportationpolicydecisionasanationalprerogative,
despitepossibleexternalitiesthat,couldleavesomemarketsunserved.Recently, numerous
policyrecommendationshavepushedfordevelopedcountriestoprohibitparallelimports;for
example,theBritishCommissiononIntellectualPropertyRights(2002)proposes:
Developedcountriesshouldmaintainandstrengthentheirlegislativere gimesto
preventimportsoflowpricedpharmaceuticalproductsoriginatingfrom
developingcountries...Developingcountriesshouldnoteliminatepotential
arealsoallreferencepriced(Schoonveld2001).
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sourcesoflowcostimports,fromotherdevelopingordevelopedcountries...
Developingcountrie sshouldaimtofacilitateparallelimportsintheirlegislation.
Theyrecommendpreventingparallelimportsfromthedevelopingworldinordertofacilitate
differentialpricingandimproveaccesstopharmaceuticalsinthedevelopingworld.However,
encouragingdevelopingcountriestomakeuseofparallelimportshasonlylimitedpotentialto
controlpricesindevelopingcountries.Wherepricesindevelopingcountriesexceedthoseinthe
developedworld,parallelimportsmaymoderatethedisparity.Al lowingparallelimportstoflow
withinthedevelopingworld,though,presentsthesamepotentialforexternalities.Countriesin
thedevelopingworldthatareabletoinstituteeffectivepricecontrolregimeswouldfinditharder
tonegotiateprices,and mightfacesupplyshortages,ifhigherpriceddevelopingcountriesopen
toparallelimportation.Ifindividualdevelopingnationsopentoparallelimportation,any
progressmadeinattaininglowerpricescouldbesharedbythosenations,buttheweightof their
marketswillmakethatprogressallthemoredifficulttoattain.
Inordertoimproveaccesstopharmaceuticalproducts,manystrategiesotherthan
allowingorprohibitingparallelimportationneedtobepursued.Economicdisparitieswithina
countrycanleadtohigherpricesandlimitedaccessforpoorerconsumers,eventhoughfirms
maystillbepursuingstrictdifferentialpricinginternationally.Methodsfordifferentiating
betweenconsumerswithinthesamenationalbordersneedtobefoundin ordertotrulyimprove
accesstopharmaceuticals.Differentiationisalsointheinterestofmanufacturers,sincesellingat
anypricegreaterthanmarginalcostmakessomecontributiontorecoveringsunkcostsand
improvingdynamicefficiency.
Somepr ogresshasbeenmadeinimprovingthesupplyofdrugstodevelopingcountries.
Anumberofpharmaceuticalfirmshavebeguntoofferpricereductionsindevelopingcountries
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whentheycanensurethatparalleltradetohigherpricedmarketswillnotoccur. Bytargeting
discountstogovernments,internationalcharitiesandaidorganizations,andtosomeextentlarge
employers,firmscanprovidelife -savingtreatmentsforepidemicssuchasHIV/AIDS,while
ensuringthatthedrugswillbeusedandnotresold. 15 Manyofthesediscountsaretargeted
specificallyatSub -SaharanAfricaand/ordesignatedleast -developedcountries(MSF2002).
Drugdonationprogramslinkedwithtaxincentivesprovideanothermethodofimprovingaccess,
butareapalliative,notalong -termsolution(Maskus2002).Othermethodsfordifferentiationin
countrieswithhighdegreesofinequalityneedtobesought. Allowingparallelimportation,as
hasbeenseen,canmoderatepricesonlyunderlimitedcircumstances.Preventingparallel
importationandallowingmarketsegmentation,though,willnotnecessarilyleadto theequitable
idealofdifferentialpricing,becausemanyfactorsotherthanincomedifferencesareatworkin
determiningpharmaceuticalprices.
15
Foradiscussionofr ebatestrategieswhichcouldfacilitatemarketsegmentationand
differentialpricing,seeDanzon(1997).
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